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INTRODUCTION

China, with its enormous landmass, vast untapped resources in
the areas of agriculture, modern technology, services and consumer
goods, and a billion people, is considered one of the largest potential
markets in the world. Prior to 1978, however, China's role in normal
international economic relations was sharply limited. Foreign trade
was insignificant, amounting to less than 10% of its national income,
and conducted primarily with the Eastern European states.1 During
that period, direct investment by foreigners from Western countries
was impossible.
In December 1978, the Communist Party Central Committee made
the landmark policy decision to open the door to the outside world
(the "open door" policy). 2 Seven months later, in July 1979, the "open
door" policy was further advanced by the promulgation of the Law of
the PRC Concerning Joint Ventures Using Chinese and Foreign Investment (JVL) and the establishment of three Special Economic Zones
in the Guangdong and Fujian provinces.3 Since then, Chinese leaders
have viewed international trade and investment as important factors
in transforming China into a modern industrial state, and as instruments to foster the overall political and economic goals of making
China a strong nation. However, the ambitious goal of modernizing
China will undoubtedly depend on the acquisition of foreign capital,
advanced technology, and the marketing and managerial skills needed
to develop China's industry. Thus, the Chinese government places a
high priority on attracting foreign capital and high technology. Foreign
trade development and investment play a key role in China's present
policy of maximizing the contribution of foreign investment to economic
development. The "open-door" policy has created great opportunities
for investors and traders.
As trade and investment has expanded between China and foreign
countries, new and different forms of economic and technological cooperation have been exploited, including equity and contractual joint
1.

See COMMERCIAL LAWS & BUSINESS REGULATIONS OF THE PEOPLE'S REPUBLIC OF

CHINA 2 (Victor F.S. Sit ed. 1983).

2. N.Y. Times, Dec. 19, 1978, at Al, col. 4.
3. Law of the People's Republic of China on Joint Venture Using Chinese and Foreign
Investment (adopted July 1, 1979 by the 2nd Session of the National People's Congress, promulgated July 8, 1979) [hereinafter JVL]. Regulations on Special Economic Zones in Guangdong
Province (approved Aug. 26, 1989 at the 15th Session of the Standing Committee of the 5th
National People's Congress).
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ventures, cooperative development, wholly foreign-owned enterprises,
technology transfer, lease financing, compensation trade, and the processing and assembling of materials and parts. By June 1986, more
than 7,500 foreign investment contracts for equity or contractual joint
ventures, wholly foreign-owned enterprises and offshore oil exploration projects had been signed, involving approximately $19.1 billion
(U.S.) (Table 1). The enlarged scope of foreign investment has not
only boosted China's national economy, but has also brought great
benefit to foreign participants. Therefore, China will continue its efforts to encourage foreign investment and introduce advanced technology and managerial expertise on the basis of equality and mutual
benefit.
In response to the sharp growth in foreign investment, China has
promulgated a great number of new laws and regulations having significant impact on foreign investment. The Chinese government is
strongly emphasizing the development of legislation and the enforcement of these laws. In short, China is undergoing a massive restructuring of its legal system primarily to encourage and expand economic
relations with the West. One of the factors for successful investment
in China is an improved understanding of the legal framework for
business operations. In helping to satisfy this need, this article will
examine and discuss the legal regime governing foreign investment,
particularly recent legislative developments, and will critically analyze
significant aspects of the interpretation and enforcement of these laws.
TABLE 1
DIRECT FOREIGN INVESTMENT IN CHINA

Year

Amount* of
Investment
of EJV

Number
of EJV

Amount* of
Investment
of CJV

Number
of CJV

Amount* of
Investment
of WFOE

Number
of
WFOE

**

**

1979
1980
1981
1982
1983
1984
1985
1986
Total

$

*

in millions of dollars
not available
EJV = Equity Joint Venture; CJV = Contractual Joint Venture; WFOE =
Wholly Foreign-Owned Enterprises.
ChinaLaw Computer-Assisted Legal Research System; 1984 Almanac of
China's Foreign Relations and Trade; China Investment Guide (3rd Ed.);
Beijing Evening News, January 18, 1987.

**

Notes:
Sources:

30.63
235.10
93.50
79.06
812.60
1,560.00
2,500.00
1,445.10
6,755.99

6
20
28
29
20
741
1,412
890
3,146

$

300.17
463.02
515.80
238.20
381.63
1,680.00
3,500.00
4,822.00
11,900.82
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22
28
23
42
1,089
1,611
1,581
4,407

$ 11.80
261.50
54.19
98.06

3
19
12
19

**

**

33.50

46
10
138

**

459.05
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In conclusion, some suggestions will be offered for those interested
in developing business interests in China. Before examining the legal
regime governing direct foreign investment in China, the basic investment mechanisms adopted by foreign investors, particularly direct
investment, will be described to provide an economic background for
legal analysis.

II.

FORMS OF DIRECT FOREIGN INVESTMENT IN CHINA

A.

Equity Joint Ventures

Foreign corporations considering investment in China, should be
aware that there are several major commercial structures designed
to attract foreign capital and advanced technology. Like most developing countries, particularly Eastern European countries, China favors
equity joint ventures as one of the major vehicles for absorbing direct
foreign investment because it permits local capital to participate more
fully in the benefits of economic development. Equity joint venture
also transmits technical, managerial and business know-how more
rapidly and effectively than either purely local or foreign ventures.
Under Chinese law, an equity joint venture takes the form of a
limited liability company in which Chinese and foreign partners jointly
invest and manage operations. 4 As a Chinese legal entity, an equity
joint venture is subject to the jurisdiction and protection of Chinese
law. 5 Profits, risks and losses are shared according to the proportion
of investment contributed by each party. 6 Investments may take the
form of cash, real estate, machinery and equipment, as well as industry
property rights and land-use rights. 7 In general, foreign parties should
own less than 25% of the equity, but the maximum amount of foreign
ownership is not stipulated in the law.8 Finally, neither party is allowed
to withdraw its investment during the agreed period of the joint venture. 9

4. JVL, supra note 3, art. 6.
5. Id. art. 3; General Principles of Civil Law of the People's Republic of China art. 41
(adopted Apr. 12, 1986 at the 4th Session of the 6th National People's Congress, promulgated
by Order No. 37 of the President of the PRC, effective Jan. 1, 1987); XIANFA (Constitution)
art. 18 (China).
6. JVL, supra note 3, art. 4.
7. Id. art. 5; Regulations for the Implementation of the Law of the People's Republic of
China on Joint Ventures Using Chinese and Foreign Investment art. 25 (promulgated Sept.
20, 1983 by the State Council) [hereinafter JVL Implementation Regulations].
8. JVL, supra note 3, art. 4.
9. JVL Implementation Regulations, supra note 7, art. 22.
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B.

ContractualJoint Ventures

On April 13, 1988, the First Session of the Seventh National
People's Congress promulgated the long-awaited law governing contractual joint ventures. 10 The product of eight years of discussion and
a number of drafts, the contractual joint venture law with 28 articles
provides a basic regulatory guideline for the development of contractual joint ventures in China.
In a contractual joint venture, sometimes called a cooperative joint
venture, the liabilities, rights and obligations of the two parties are
specified in a joint venture contract after consultation and negotiation.
This kind of arrangement is more flexible than an equity joint venture.
Generally speaking, foreign participants provide capital, advanced
technology, equipment and materials, while the Chinese parties provide contributions in kind, such as land, real estate, natural resources,
labor and services.", Unlike the equity joint venture, a contractual
joint venture need not be formed as an independent economic entity.
This allows Chinese and foreign parties to cooperate as separate legal
persons. In practice, however, some contractual joint ventures have
taken the form of limited liability companies.12 In addition, profits and
losses are shared according to the provisions of the contract rather
13
than to proportionate contribution of assets.
C.

Wholly Foreign-OwnedEnterprises

Foreign investors may establish wholly foreign-owned enterprises
in China, using their own capital and independent accounting. As
Chinese legal persons, wholly foreign-owned enterprises are subject
to the jurisdiction and protection of Chinese law. 14 However, creating
wholly foreign-owned enterprises is restricted to those businesses
which the Chinese government considers beneficial to the development
of the national economy and which use advanced technology and equip6
ment. 5 All or most of their products must be produced for export.'

10. Law of the People's Republic of China on Chinese-Foreign Contractual Joint Ventures
(adopted Apr. 13, 1988 at the 1st Session of the 7th National People's Congress) [hereinafter
1988 Contractual JVL]. See Renmin Ribao (People's Daily), Apr. 16, 1988.
11. 1988 Contractual JVL, supra note 10, art. 8.
12. Id. art. 2.
13. Id.
14. XIANFA (Constitution) art. 18 (China); Law of the People's Republic of China on Wholly
Foreign-Owned Enterprises art. 4 (adopted Apr. 12, 1986, at the 4th Session of the 6th National
People's Congress) [hereinafter Foreign-Owned Enterprises Law].
15. Foreign-Owned Enterprises Law, supra note 14, art. 3.
16. Id.
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Moreover, they are not permitted to conduct business operations in
trade, taxi services and bankthe areas of domestic commerce, foreign
17
ing, except in special economic zones.
D.

Other Forms of Foreign Investment

In addition to the above-mentioned forms of direct investment,
foreigners may take advantage of other forms of investment, such as
compensation trade, processing and assembly, and lease financing.
From the Chinese point of view, compensation trade is a form of direct
foreign investment through which the Chinese party purchases equipment and technology from foreign investors on credit, and pays back
the principal and interest of the purchase price by installments or on
deferred terms using the products produced. Usually, the products
used for compensation should be those produced directly with the
imported technology and equipment, but other products may be used
if the parties agree and the relevant Chinese authorities approve.
Processing and assembling products using materials and parts from
foreign suppliers is by far the most popular form of economic exchange
taking place in the special economic zones. In this type of arrangement,
foreign investors supply raw materials, the components or parts to
be processed or assembled in accordance with their design and specifications. The Chinese enterprises charge fees for the processing and
assembly.
In recent years, lease financing has grown rapidly in China, particularly through joint ventures with foreign banks and leasing corporations. One of the major forms of leasing in China is financial
leasing of equipment, although operational leasing also exists. Financial leasing may be integrated with equity investment, compensation
trade, or processing and assembly with materials and parts supplied
by foreign firms. The leasing business generates certain advantages
for Chinese enterprises. It decreases the need for foreign exchange,
reduces import approval, and eliminates problems with equipment
obsolescence and technology development. China's leasing market
should provide numberous opportunities for foreign investors.
III.

STATUTORY FRAMEWORK GOVERNING
FOREIGN INVESTMENT

To provide a background against which to assess significant aspects
of foreign investment in China, it is important to consider a statutory

17.
(1986).

C.

BAOTAI,

FOREIGN INVESTMENT IN CHINA -
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framework. However, the most important aspect to be considered in
examining the legal regime governing foreign investment is the
Chinese attitude toward law itself. When the renaissance of China's
modern legal system was initiated in 1978, the Chinese leadership
viewed law, rather than administrative orders, as an effective instrument for regulating social and economic affairs. This view was reiterated at a recent conference on legal affairs organized by the State
Council.18 To create satisfactory investment conditions in China, including the availability of fair and equitable treatment and legal protection
for foreign investment, the Chinese government has attached great
importance to the establishment of a comprehensive and sophisticated
legal framework for foreign investment.
In July 1979, China announced its first law on foreign investment.19
For the first time in its 30 year history, China legally permitted
foreigners to establish joint ventures with Chinese economic organizations. To accommodate the needs of rapidly developing foreign investment, China launched an ambitious foreign economic law-making program. The "open door" policy is reflected to a large degree in the
Constitution of 1982, which is the cornerstone of China's new foreign
economic legislation and provides explicit constitutional protection to
direct foreign investment in China. 2°
Article 18 of the Constitution of 1982 was rooted in an amendment
to the Constitution of 1978.21 The amendment was a breakthrough in
modern Chinese history because it sanctioned foreign investment in
China. Article 18 of the Constitution of 1982 was intended to allay
the fears of foreign entrepreneurs who believed that without such
constitutional protection, foreign investment could be constitutionally
outlawed.2 Thus, China is one of the few countries to declare legal

See Further Boost for Legal Affairs, China Daily, Apr. 30, 1987, at 1.
JVL, supra note 3.
Article 18 of the 1982 Constitution states:
The People's Republic of China permits foreign enterprises, other foreign economic
organizations, and individual foreigners to invest in China and to enter into various
forms of economic cooperation with Chinese enterprises and other economic organizations in accordance with the law of the People's Republic of China. All foreign
enterprises and other foreign economic organizations in China, as well as joint
ventures with Chinese and foreign investment located in China, shall abide by the
law of the People's Republic of China. Their lawful rights and interests are protected
by the law of the People's Republic of China.
XIANFA (Constitution) art. 18 (China).
21. Compare China's 1982 Constitution with China's 1978 Constitution. See, e.g., XIANFA
(Constitution) (China).
22. XIANFA (Constitution) art. 18 (China).
18.
19.
20.

Published by UF Law Scholarship Repository, 1989
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protection in its supreme law. Article 18 reflects China's attitude and
confidence toward foreign investment.
China has made substantial progress in its modern legal system
since 1979, especially following the 1982 constitutional amendment.
The National People's Congress, the State Council and other prominent
legislative bodies have promulgated 616 laws and regulations relating
to foreign economic relations (Table 2). Chinese foreign economic legislation may be classified into the following categories:

TABLE 2
Issuing Authority
Document Title

NPC

Accounting
Animal & Plant Quarantine
Arbitration & Litigation
Commodities Inspection
Compensation Trade
Cooperative Production
Customs Duties
Customs
Economic Contract
Economic Zones
Economic & Technological
Development
Environmental Protection
Foreign Exchange
Import/Export Licensing
Insurance
Joint Venture & Foreign
Enterprise
Labor & Employment
Lawyers & Notarizations
Maritime Law
Monetary Law
Patent, Trademark &
Advertising
Registration
Taxation
Transportation
Total
Notes:

Sources:

S.C.

Ministries

4
1
6
1

7
7
7
7

4
7
11
27

32

121

332

Local
Gs

Total

NPC = National People's Congress; s.c. = State Council; Ministries include
the Supreme People's Court; Local Gs = Local Governments including
Provincial and Municipal Governments and Governments of Special
Economic Zones.
ChinaLaw Computer-Assisted Legal Research System.

https://scholarship.law.ufl.edu/fjil/vol4/iss2/2
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At the national level, the National People's Congress, the State
Council, and competent governmental authorities have promulgated
new laws and regulations dealing with foreign investment in China.Many provincial and municipal governments have also issued local
regulations governing foreign investment in their jurisdictions.- Due
to the differences which exist between national laws and local regulations, foreign investors may be confused as to which law should prevail
when local regulations conflict with the national laws. Generally, the
national laws should prevail.
In addition to a domestic legal framework, foreign investors normally require reliable international protections provided by bilateral
or international agreements to ensure a satisfactory investment environment. Since 1982, China has entered into a number of bilateral
and international agreements which affect the rights of foreign investors in China. The most significant of these are investment protection
agreements and taxation agreements on the avoidance of double taxation and the prevention of tax evasion (Table 3 and Table 4). These
bilateral or international agreements help to reduce the uncertainties
of investment in China.
Under the principles of Chinese law, international treaties and
conventions to which China is a party are binding and must be performed in good faith. 25 Moreover, in cases where international treaty
or convention provisions conflict with Chinese law, the international
provisions prevail. 26 Possible exceptions exist when China has expressly declared its reservation to clauses to international provisions.
This principle can be found in several Chinese laws.27
IV.

LEGAL CONSTRAINTS ON FOREIGN INVESTMENT

China's policy is to encourage and promote foreign investment,
particularly direct foreign investment, because of the possible advantages from such investment. Under Chinese laws and regulations,
foreign investors can receive fair and equitable, or even preferential,

23. See, e.g., infra note 4.
24. Id.
25. General Principles of Civil Law of the People's Republic of China, supra note 5.
26. Id. art. 142; Law of the People's Republic of China on Economic Contracts Involving
Foreign Interest art. 6 (adopted Mar. 21, 1985 at the 10th Session of the Standing Committee
of the 6th National People's Congress); Civil Procedure Law of the People's Republic of China
(for trial implementation) art. 189 (adopted at the 22nd Meeting of the Standing Committee of
the 5th National People's Congress, promulgated Mar. 8, 1982 by Order No. 8 of the Standing
Committee of the National People's Congress).
27. See supra note 26.
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TABLE 3
SINO-FOREIGN INVESTMENT PROTECTION AGREEMENTS
COUNTRY
Sweden

Romania
FRG
France
Belgium-Luxembureg
Economic Union
Finland
Norway
Italy
Thailand
Denmark
Holland
U.K.
Austria
Singapore
Kuwait
Switzerland
Sri Lanka
Japan
Australia
**

Source:

AGREEMENT ON
Mutual Protection of Investments
Mutual Promotion and Protection
of Investment
Investment Promotion and Protection
Encouragement and Reciprocal
Protection of Investments
Encouragement and Reciprocal
Protection of Investments
Protection of Investments
Mutual Protection of Investments
Encouragement and Reciprocal
Protection of Investments
Investment Promotion and Protection
Encouragement and Reciprocal
Protection of Investments
Encouragement and Reciprocal
Protection of Investments
Promotion and Reciprocal
Protection of Investments
Promotion and Protection of
Investments
Promotion and Protection of
Investments
Promotion and Protection of
Investments
Reciprocal Promotion and
Protection of Investments
Reciprocal Promotion and
Protection of Investment
Mutual Promotion and Protection
of Investment
Mutual Promotion and Protection
of Investment

DATE
EFFECTIVE
03/29/82
10/02/83
10/07/83
05/30/84
06/04/84
09/04/84
11/21/84
12/03/84
03/12/85
04/29/85
06/17/85
05/15/86
**

**

Not available
ChinaLaw Computer-Assisted Legal Research System.

treatment in China.8 Like most countries, however, exceptions to this

28. See, e.g., Implementation Measures of the Ministry of Finance for Putting Into Effect
the Preferential Terms on Taxation Provided in the Provisions of the State Council for the
Encouragement of Foreign Investment (promulgated Jan. 27, 1987 by the Ministry of Finance)
[hereinafter Preferential Tax Measures]. See also, Provisions of the State Council for the Encouragement of Foreign Investment (effective Oct. 11, 1986) [hereinafter 22 Articles].

https://scholarship.law.ufl.edu/fjil/vol4/iss2/2
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TABEL 4
AGREEMENT ON AVOIDANCE OF DOUBLE TAXATION
AND THE PREVENTION OF TAX EVATION
GOVERNMENT

DATE EFFECTIVE

Japan
France
United Kingdom
Kingdom of Belgium
Federal Republic of Germany
Singapore
Malaysia
Denmark
U.S.A.
Sweden
New Zealand
Italy
Canada
Thailand
Netherlands
Finland
Norway
Romania
Austria
Czechoslovakia

01/01/1985
01/01/1986
01/01/1985

**

Source:

**

01/01/1985
01-01-1986
01/01/1987
01/01/1986
01/01/1987
01/01/1987
**
**

01/01/1987
01/01/1987
**
**
**
**
**
**

Not available.
ChinaLaw Computer-Assisted Legal Research System.

treatment exist where China deems it necessary to protect its security
and vital interests.
Generally accepted principles of international law recognize that a
sovereign state may impose legal restraints on certain types of foreign
investment where they are not considered to be of benefit to its country.2 9 However, Chinese laws permit foreign investment in broad
economic sectors. Current investments, including those under negotiation, include harbor construction, mining, transportation, energy development, offshore operations, machine-building, iron and steel making, telecommunications equipment, and tourist services.30 Based upon
the experiences of many developing countries, the Chinese government
encourages direct foreign investment in areas where it can promote
its national economic development and raise scientific and technological
levels for the benefit of modernization. '
29. See, e.g., RESTATEMENT (THIRD) OF FOREIGN RELATIONS
414(2)(b)(i) (1986).
30. JVL Implementation Regulations, supra note 7, art. 3.
31. Foreign-Owned Enterprises Law, supra note 14, art. 3.
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Even if foreign investors in China have the ingress and egress
needed, they may encounter limitations on their rights to engage in
particular lines of business. A potential investor must therefore determine which sectors of China's economy are not open to foreign investment. Although existing laws and regulations do not contain explicit
provisions restricting the lines of business open to foreign investment,
the Chinese government generally prohibits or restricts foreign investment in such areas as the defense and broadcasting industries; telephone, telegraphic and postal services; and domestic shipping and air
transport.- The Chinese government also restricts foreign investment
in cases where assembly lines or parts and components are imported
for the sale of assembled goods on the domestic market.3 Due to state
or collective land ownership, foreign investment in land is also prohibited.- However, investment in housing, including tourist hotels, office
buildings, and residential housing, is permitted.
To safeguard China's national interests, Chinese law prohibits
foreign investment if it is (1) an encroachment on China's sovereignty;
(2) a violation of Chinese law; (3) contradictory to the requirements
of China's economic development; (4) a source of environmental pollution; or (5) where there is an obvious manifestation of inequity in the
signed agreements, contracts, or articles of association, which impairs
the interests of either party.m In addition, Chinese law requires that
foreign investments show good socioeconomic performance. As far as
equity joint ventures are concerned, they should meet one or several
of the requirements set up by the Implementation Regulations of
37
JVL.
Chinese law also requires that wholly foreign-owned enterprises
further the development of the national economy and use advanced
technology and equipment, or export all, or most of their products.3
However, the existing laws and regulations are silent on the lines of
business in which wholly foreign-owned enterprises are prohibited or

32. C. BAOTAI, supra note 17. But cf., JVL Implementation Regulations, supra note 7,
art. 2 (expressly indicating areas of industry in which investments are permitted).
33. C. BAOTAI, supra note 17.
34. XIANFA (Constitution) art. 10 (China); Land Administration Law of the People's Republic of China arts. 6 & 10 (adopted June 25, 1986 at the 16th Meeting of the Standing Committee
of the 6th National People's Congress, promulgated by Order No. 41 of the President of the
People's Republic of China, effective Jan. 1, 1987).
35. Land Administration Law of the People's Republic of China, supra note 34.
36. JVL Implementation Regulations, supra note 7, art. 5.
37. Id. art. 4.
38. Foreign-Owned Enterprises Law, supra note 14.
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restricted. The clear answer to this question is expected to be given
by the State Council in forthcoming laws or regulations. 39 In practice,
wholly foreign-owned enterprises are prohibited from business operations in the areas of domestic commerce, foreign trade, taxi services
and insurance. However, banking and securities businesses have already been opened to foreign banks and joint Chinese-foreign banks
in Shanghai and other special economic zones in 1985 and 1984 respec4
tively. 0
V.

SOME PRACTICAL PROBLEMS CONCERNING FOREIGN
INVESTMENT IN CHINA

Investing in China is a complex and risky matter, especially for
foreign investors unfamiliar with China's political and economic system, its business practices, and laws. Inevitably, some foreign investors may suffer losses when investing in China, especially in the initial
stages. But if foreign investors are serious about investing in China,
the eventual benefits of their investment may far outweigh the risks.
One of the major problems of investment in China is the conflict
between domestic and international sales.41 As a component of national
development strategy, foreign investment enterprises are considered
by China to be foreign exchange earners whose products are to be
marketed internationally, often taking advantage of well-established
sales networks. However, foreign investors have, from the outset,
been heavily motivated by China's domestic market and have wanted
to sell their products within the Chinese market. By contrast, the
Chinese want international sales. Obviously, these different objectives
may lead to a serious conflict since foreign exchange earnings are one
of the most critical factors the Chinese government considers when
deciding which foreign investment projects to approve.42
International sales are not an absolute requirement according to
article 9 of JVL which allows joint venture products to be distributed
in the Chinese market.- The greatest shift away from Chinese resistance to domestic sales by joint venture products occurred in 1983
when a Renmin Ribao (People's Daily) editorial stated that an opendoor policy included the opening up of the domestic market.- The

39.
40.

Id. art. 23.
C. BAOTAI, supra note 17.

41. Fenwick, Equity Joint Ventures in the People's Republic of China: An Assessment of
the First Five Years, 40 Bus. LAW. 855-60 (1985).

42.
43.
44.

Id. at 856-57.
JVL, supra note 3, art. 9.
See Fenwick, supra note 41, at 858.
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editorial indicated that opening the domestic market was necessary
to promote industrial development. 4 5 This shift was made in the Implementation Regulations of JVL. Articles 61 through 66 of the Implementation Regulations also provide for the opening of the domestic
market to equity joint ventures. 46 These provisions state that import
substitutes manufactured by equity joint ventures can be sold mainly
on the domestic market, usually at domestic Chinese prices, through
a variety of channels, depending upon the treatment of the product
under the state plan. 4 7 Moreover, the Implementation Regulations of
JVL also stipulate that import substitutes can be sold to foreign trade
corporations for foreign countries. 48 Foreign exchange provisions in
article 75 of the Implementation Regulations of JVL provide that any
imbalance between an equity joint venture's foreign currency income
and expenses stemming from the predominance of domestic sales would
be made up either at the local or the national level through use of
49
government reserves or by inclusion in the State Plan.
To stimulate national industries, the Chinese government from the
outset encouraged foreign investment enterprises to gain access to
domestic sources including raw materials, capital equipment and component parts. From the Chinese point of view, establishing foreign
investment enterprises can spur the development of many domestic
enterprises.- ° This idea was first reflected in article 9 of the JVL
which states that equity joint ventures are to give "first priority" to
Chinese sources. 51 Similarly, article 15 of the Law of the PRC on
Wholly Foreign owned Enterprises stipulates that a wholly foreignowned enterprise can purchase raw materials, fuel and other materials
either in China or on the international market.52 If all conditions are
equal, priority should be given to domestic sourcing.
While it is true that the operation of a foreign investment enterprise
will undoubtedly lead to close relationships with many domestic enterprises, some practical problems inevitably may arise. Chief among
these is the unpredictability of supply, including power shortages,
which arise because foreign investment enterprises are competing with
domestic enterprises. When supplies are obtained, they sometimes

45.
46.
47.
48.
49.
50.
51.
52.

Id.
JVL Implementation Regulations, supra note 7, arts. 61-62.
Id.
Id.
Id. art. 75.
Fenwick, supra note 41, at 863.
JVL, supra note 3, art. 9.
Id. art. 15.

https://scholarship.law.ufl.edu/fjil/vol4/iss2/2

14

IN CHINA
Lixing: The StatutoryINVESTMENT
Framework for
Direct Foreign Investment in China

prove inferior in quality to foreign alternatives.0 In view of these
problems, local foreign investment enterprise service corporations
have been established to provide various services for foreign investment enterprises, mainly to supply raw materials, parts and equipment. As to the key question of whether foreign investment enterprises "sourcing" domestically must pay domestic or international
prices for their purchases, the Implementation Regulations of the JVL
set forth detailed guidelines.-

VI.

RECENT LEGISLATIVE AND
ADMINISTRATIVE MEASURES

Although substantial achievements have been made in absorbing
foreign investment and importing advanced technology in recent years,
some critical problems remain unsolved. Foreign investors often complain about China's bureaucratic inefficiency. Experience shows that
negotiating an investment contract with Chinese partners may be a
slow and costly process. In 1986, these problems and other aspects
of the investment environment aroused great concern within the business community both locally and internationally. The Chinese government admitted that these obstacles must be overcome to attract a
continuing flow of foreign investment.
On October 11, 1986, the State Council issued the Provisions of
the State Council of the People's Republic of China for the Encourage-5
ment of Foreign Investment, commonly known as the 22 Articles.
Following the announcement of the 22 Articles, the Ministry of Foreign
Economic Relations and Trade (MOFERT) and other government authorities issued several regulations as supplements to the 22 Articles.-

53. Fenwick, supra note 41, at 864.
54. JVL Implementation Regulations, supra note 7, art. 15.
55. 22 Articles, supra note 28.
56. Implementation Measures of the Ministry of Foreign Economic Relations and Trade
(MOFERT) Concerning the Confirmation and Assessment of Export Enterprises and Technologically-Advanced Enterprises with Foreign Investment (promulgated Jan. 27, 1987 by MOFERT)
[hereinafter MOFERT's Measures]; Implementation Measures of the Ministry of Foreign
Economic Relations and Trade Concerning the Application for Import and Export Licenses by
Enterprises with Foreign Investment (promulgated Jan. 24, 1987 by MOFERT) [hereinafter
Import-Export License Measures]; Measures of the Ministry of Foreign Economic Relations and
Trade Concerning the Purchase of Domestic Products for Export by Foreign Investment Enterprises to Balance Foreign Exchange Receipts and Disbursements (promulgated Jan. 20, 1987
by MOFERT) [hereinafter MOFERT Balance Measures]; Preferential Tax Measures, supra note
28; Regulations for the Autonomous Right of the Enterprises with Foreign Investment to
Employ Personnel, Wages and Salaries, and the Expenses for Insurance and Welfare Benefits
for Staff Members and Workers (promulgated Nov. 24, 1986 by the Ministry of Labor and
Personnel); Provisions of the Customs Governing the Import of Materials and Parts Needed by
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At the same time, local governments at all levels issued their own
preferential measures in accordance with the 22 Articles to improve
their local investment environments. 57 These regulations aim to assist
foreign investors in achieving foreign exchange balances, reducing
costs, and simplifing procedures. Additionally, the 22 Articles aim to
ensure the management autonomy of foreign investment enterprises.
As mentioned previously, the acquisition of advanced technology
and foreign exchange earnings are the two major motives behind
Chinese willingness to attract foreign investment. These two motives
are embodied in the 22 Articles and other regulations- intended to
improve the investment environment, facilitate the absorption of
foreign investment, introduce advanced technology, improve product
quality, expand exports to generate foreign exchange, and develop
the national economy. Unlike previous laws and regulations affecting
foreign business in China, the 22 Articles apply to "enterprises with
foreign investment ' '59 including equity and cooperative joint ventures
and wholly foreign-owned enterprises.
A.

Classificationof Export-Orientedand Technologically Advanced
Enterprises

The newly promulgated 22 Articles grant a variety of preferential
treatment to foreign investment enterprises, especially export-

Enterprises with Foreign Investment to Perform Product Export Contracts (promulgated Nov.
24, 1986 by the General Customs Administration); Provisional Regulations for Mortgage on
Foreign Exchange for Renminbi Loans by Enterprises with Foreign Investment (promulgated
Dec. 12, 1986 by the People's Bank of China) [hereinafter Renminbi Loan Measures]. Provisional
Measures of the People's Bank of China Governing the Issue of Foreign Exchange Guarantee
by Resident Institutions in China (promulgated Feb. 5, 1987 by the People's Bank of China)
[hereinafter Foreign Exchange Guarantee Measures]; Provisional Regulations for the Proportion
of Registered Capital to Total Amount of Investment of Joint Ventures Using Chinese and
Foreign Investment (promulgated Mar. 1, 1987 by the State Administration of Industry and
Commerce) [hereinafter Provisional Regulations]; Regulations of Bank of China on Providing
Loans to Enterpries with Foreign Investment (approved Apr. 7, 1987 by the State Council,
promulgated Apr. 24, 1987 by the People's Bank of China).
57. Following the announcement of the 22 Articles Jiangsu, Yunan and Anhui provincial
governments issued provisions to encourage foreign investment. Shanghai, Guangzhou, Wuhan,
Shengyang, Chongqing, Wenzhou, Nantong and Yantai municipal governments issued preferential measures to encourage foreign investment. The Special Economic Zones, and Economic and
Technology Development Zones also issued their own preferential measures to encourage foreign
investment. See, e.g., Regulations on the Guangzhao Economic and Technological Development
Zone (adopted Oct. 7, 1986 at the 22nd Meeting of the 8th Guangzhou Municipal People's
Congress Standing Committee, approved Jan. 22, 1987 at the 24th Meeting of the 6th Guangdong
Provincial People's Congress Standing Committee).
58. See, e.g., JVL, supra note 3. See also, 22 Articles, supra note 28.
59. 22 Articles, supra note 28.
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oriented and technologically advanced enterprises, in the areas of taxation, expenses and fees, as well as production and operating conditions. 60 To clarify the standards by which enterprises are to be judged
either export-oriented or technologically advanced, the State Council
and MOFERT issued the 22 Articles and Measures Concerning the
Confirmation and Assessment of Export-Oriented and TechnologicallyAdvanced Enterprises (MOFERT's Measures) respectively.61
To take advantage of the preferences granted to export-oriented
or technologically advanced enterprises, foreign investment enterprises must satisfy certain regulatory requirements. The 22 Articles
provide general criteria for initial classification as an export-oriented
or technologically advanced enterprise. Article 2(1) of the 22 Articles
defines export-oriented enterprises as those enterprises producing
mainly for export, which have a foreign exchange surplus after deducting from their total annual foreign exchange revenues, the annual
foreign exchange expenditures incurred in production and operation,
and foreign exchange needed for the remittance abroad of the profits
earned by foreign investors.62 Similarily, article 2(2) of the 22 Articles
requires that for enterprises to be technologically advanced they must
possess foreign-supplied advanced technology to develop new products
or upgrade old products to increase foreign trade.However, the provisions of the 22 Articles are not entirely satisfactory concerning verification of export-oriented and technologically advanced enterprises. 64 The standards are too general and provide insufficient guidelines for classification. The MOFERT's Measures provide
further clarification. To qualify as an export-oriented enterprise, an
enterprise with foreign investment must meet three requirements:
(1) the enterprise produces products for export;
(2) the products are mainly for export and the value of annual
export products reaches 50% or more of the total value of
all its products; and

60. Id.
61. MOFERT's Measures, supra note 56, art. 2.
62. Article 2(1) reads as follows: "Production-type enterprises whose products are mainly
export, which have a foreign exchange surplus after deducting from their total annual foreign
exchange revenues the annual foreign expenditures incurred in production and operation and
the foreign exchange needed for the remittance abroad of the profits earned by foreign investors."
22 Articles, supra note 28, art. 2(1).
63. Article 2(2) reads as follows: "Production-type enterprises possessing advanced technology supplied by foreign investors which are engaged in developing new products, and upgrading
and replacing products in order to increase foreign exchange generated by exports or for import
substitution." Id. art. 2(2).
64. See generally, 22 Articles, supra note 28.
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(3) a balance of, or surplus in, the operating exchange receipts and expenditures is realized in that year. 65
An export-oriented enterprise that meets these three requirements
and whose value of export products in a year reaches 70% or more
of the total value of all its products may be entitled to preferential
tax treatment offered by article 8 of the 22 Articles upon passing the
annual assessment.66
Pursuant to article 8 of the 22 Articles, after the expiration of the
period for reduction or exemption of enterprise income tax according
to the relevant law, export-oriented enterprises whose export value
that year amounts to 70% or more of the total value of all its products
for that year, may pay enterprise income tax at one-half the rate of
the present tax. 67 In addition, export-oriented enterprises in the special
economic zones and in the economic and technological development
zones, and other enterprises that already pay enterprise income tax
at a rate of 15%, may pay enterprise income tax at a rate of 10% if
they meet the above conditions.6 Obviously, tax credit is attractive
for foreign investors to qualify for export-oriented and technologically
advanced enterprise status.
To qualify as a technologically advanced enterprise, the enterprise
must also meet certain requirements set forth in MOFERT's Measures.
These requirements are:

Article 2 of MOFERT's Measures reads as follows:
Any Enterprise with Foreign Investment which meets the following three requirements at the same time may be confirmed to be an Export Enterprise:
(1) The Enterprise with Foreign Investment must be an enterprise that produces
products for export;
(2) The products are mainly for export (including the export of products by the
enterprise on its own, the export of products being entrusted to a foreign trade
company on an agency basis and export by other means), and the output value of
the annual export products reaches fifty (50%) percent or more of the total output
value of all products for that;
(3) A balance of or surpluses in the operating foreign exchange receipts and
disbursements is realized in that year (formula for computation: balance in foreign
exchange receipts and disbursements at the year end = balance carried forward
from the previous year operating foreign exchange receipts realized in the current
year operating foreign exchange disbursements in the current year).
MOFERT's Measures, supra note 56, art. 2.
66. 22 Articles, supra note 28, art. 8.
67. Id.
68. Id. See also Preferential Tax Measures, supra note 22, art. 2.
65.
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(1) the technology, process and key equipment used by an
enterprise with foreign investment are those that fall within
the category of projects to be encouraged for investment as
announced by the State;
(2) the technology must be advanced and appropriate in nature;
(3) the technology must be in short supply in China, it must
produce newly developed products, or it must be able to
upgrade or replace similar domestic products;
(4) the technology increases either exports or import substi69
tutes.
Government authorities verify export-oriented and technologically
advanced enterprises on a case-by-case basis according to regulatory
requirements. Under MOFERT's Measures, the authorities generally
charged with verification and confirmation of export-oriented or
technologically advanced enterprises are foreign economic relations
and trade departments
of provinces, autonomous regions,
municipalities directly administered by the Central Government, or
municipalities having their own planning authorities.7 o In the Special
Economic Zones, the Management Committees of the People's Governments have the authority to verify and confirm export-oriented or
technologically advanced enterprises. 71 Moreover, the Management
Committees of the People's Governments in the Special Economic
Zones also have the authority to formulate their own measures pursuant to MOFERT's Measures to suit their circumstances.72 However,
their local measures must be submitted to MOFERT for the record,
to strengthen macro-management over increasingly growing foreign
direct investment in China. MOFERT uniformly verifies and confirms
export-oriented and technologically advanced enterprises established
by various departments or organizations directly administered by the
State Council.,In applying for classification as an export-oriented or technologically advanced enterprise, an enterprise having foreign investments
must submit the following documents to the above-mentioned authorities: (1) an application form; (2) copies of the relevant investment
contract(s) and approval document(s); and (3) a project feasibility study

69.
70.
71.
72.
73.

MOFERT's Measures, supra note 56, art. 4.
MOFERT's Measures, supra note 56.
Id. art. 6.
Id. art. 12.
Id. art. 6.
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report and approval document. 74 Normally, the following information
is required for application for a technologically advanced enterprise:
(1) the name and legal address of the enterprise; (2) the total amount
of investment; (3) the registered capital contribution of the Chinese
and foreign investors; and (4) the scope of business, production scale,
75
and the nature of technology and equipment used in the enterprise.
The application form for export-oriented enterprises requests information in particular on products for export, export ratio and the statement of foreign exchange receipts and expenditures. 76
Generally, verification and confirmation authorities at all levels will
complete the verification procedures and render a decision on the
77
application within 30 days upon receipt of the required documents.
However, the verification and confirmation of technologically advanced
enterprises will be handled jointly by the foreign economic and trade
department together with other relevant departments in charge.78
Those relevant departments are normally the State Science and
Technology Commission and the ministries charged with industry and
technology. These departments are involved because of their technical
expertise. The enterprise that qualifies as an export-oriented or
technologically advanced enterprise will receive a certificate signed
and stamped by Chinese authorities. As a general rule, the confirmation certificate, application form and other requisite documents are
submitted to MOFERT and the State Economic Commission for the
record. 79 Pursuant to article 9 of MOFERT's Measures, an enterprise
with foreign investments will regularly prepare its own annual export
plan and submit the statement of actual export performance to the
verification and confirmation authority. Such plan and statement constitute the basis for the assessment of an export-oriented enterprise.
Perhaps the most important provisions of MOFERT's Measures
are articles 10 and 11, under which the yearly verification of both
export-oriented and technologically advanced enterprises is required.
The primary purpose of the yearly verification is to examine whether
an export-oriented or technologically advanced enterprise is qualified
to maintain preferential status. Under article 10 of MOFERT's Measures, the verification and confirmation authority and other relevant
departments will assess export-oriented and technologically advanced

74.
75.
76.
77.
78.
79.

Id.
Id.
Id.
Id. art. 7.
Id.
Id. art. 8.
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enterprises yearly in deciding whether to confirm or deny the status
of export-oriented or technologically advanced enterprises. 8° The assessments focus on the enterprises' export plans and actual annual
export performances, as well as other aspects involving technical data
on products' quality, localization of production materials based on articles 2, 3, and 4 of MOFERT's Measures, and approved contracts. 81
The verification and confirmation authority compiles a list of exportoriented and technologically advanced enterprises that have passed
the assessment in a yearly catalog, and circulates it among relevant
departments so that such enterprises can continue to enjoy various
preferences each year.8 2 However, an enterprise that fails to pass the
year-end assessment must repay the amount of reduced or exempted
taxes . 8 Furthermore, in cases where a confirmed export-oriented or
technologically advanced enterprise fails to pass the assessment for
three consecutive years, the original verification and confirmation authority will revoke the certificate issued to it as an export-orientated
or technologically advanced enterprise.84 These provisions encourage
the success of these enterprises.
B.

Preferences for Export-Oriented or Technologically
Advanced Enterprises

A variety of preferences have been granted to export-oriented and
technologically advanced enterprises through the promulgation of the
22 Articles. Under the 22 Articles the land use fees for export-oriented
or technologically advanced enterprises, except for those located in
busy urban sectors of large cities, are computed and charged according
to the following standards:(1) five to 20 RMB yuan per square meter per year in
areas where the development fee and the land use fee are
computed and charged together;
(2) not more than three RMB yuan per square meter per
year in site areas where the development fee is computed
and charged on a one-time basis or areas developed by the
enterprises themselves.86

80.
81.
82.
83.
84.
85.
86.

Id. art. 10.
Id. arts. 2, 3 & 4.
Id. art. 11.
Id.
Id.
22 Articles, supra note 28, art. 4.
Id.
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In addition, the above-mentioned land use fees may be waived by the
7
local government for a specific period of time.1
The 22 Articles specify that export-oriented or technologically advanced enterprises are given priority in obtaining water, electricity
and transportation services, and communication facilities needed for
their production and operation. 88 Fees are charged according to the
standards for local state enterprises.19 This priority is helpful to foreign
investors because it guarantees good supplies of water and electricity.
The 22 Articles give export-oriented and technologically advanced
enterprises priority in obtaining short-term loans and other necessary
credit from the Bank of China to meet the needs of production and
operation ° Following the promulgation of the 22 Articles, two regulations governing Renminbi and foreign exchange loans were issued
by the People's Bank of China and the Bank of China respectively. 91
Remitting tax-free profits abroad is another preference offered to
export-oriented or technologically advanced enterprises. Under the 22
Articles, enterprises that remit their profits abroad are exempted
from income tax.- In addition, after the State's period of reduction
or exemption of enterprise income tax expires, export-oriented enterprises whose export value in that year amounts to 70% or more of
the value of their products for that year, may enjoy a 50% reduction
in the present tax.9 3 Similarly, export-oriented enterprises in the Special Economic Zones and in the Economic and Technological Development Zones, and other export-oriented enterprises that already pay
enterprise income taxes at rates of 15% are allowed to pay only 10%
enterprise income taxes. 94 The 22 Articles also give technologically
advanced enterprises a 50% reduction in enterprise income taxes for
three years after the State's period of reduction or exemption of enterprise income taxes.95
Those export-oriented and technologically advanced enterprises
that reinvest profits to establish or expand such enterprises for five
years, after approval by the tax authorities, are refunded the total

Id.
22 Articles, supra note 28.
Id. art. 5.
Id. art. 6.
See, Renminbi Loan Measures, supra note 56; see also, Foreign Exchange Guarantee
Measures, supra note 56.
92. 22 Articles, supra note 28, art. 8.
93. Id.
94. Id.
95. Id. art. 9.
87.
88.
89.
90.
91.
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amount of enterprise income tax already paid on the reinvested portion.- However, if the investment is withdrawn prior to five years,
the amount of enterprise income tax refunded is returned. 9
The 22 Articles stipulate that the People's governments at all levels
and the relevant departments in charge guarantee the right of autonomy to enterprises with foreign investments and encourage enterprises to adopt internationally advanced management techniques." The
enterprises are free from interference by local governments and have
the right to formulate production plans, and financial and marketing
strategies, as well as set wages and carry out labor management. 9In addition, protection from indiscriminate charges by local governments is granted by the 22 Articles under which foreign investors
may refuse to pay unreasonable charges and may also appeal to competent government agencies to intervene.- This protection is important to foreign investors because it enables them to estimate more
accurately the operational costs of their investment.
As mentioned previously, foreign investors have been heavily motivated by the lure of China's domestic market and have desired to
penetrate the Chinese market with their products. If an enterprise
with foreign investment is qualified as a technologically advanced enterprise, it may be eligible to sell its products on the Chinese domestic
market. Domestic sales are subject to certain guidelines to insure a
foreign exchange balance. Generally, to sell domestically, the products
must be sophisticated and manufactured with advanced technology
provided by the foreign investor.10' Technologically advanced enterprises may also be permitted to market their products on the Chinese
market as import substitutes where such products are urgently needed
in the national economy, and the quality of products is equal to
10 2
existing imports.

96. Id. art. 10.
97. Id.
98. Id. art. 15.
99. Id.
100. Id. art. 16.
101. Regulations on Joint Ventures' Balance of Foreign Exchange Revenue and Expenditure, (promulgated Jan. 15, 1986 by the State Council) [hereinafter Balance Regulations]. See
CHINA INVESTMENT GUIDE 508 (3d. ed. 1986).
102. Measures Relating to the Import by Products of Sino-Foreign Equity and Contractual
Joint Ventures, promulgated by the State Council, Oct. 19, 1987 [hereinafter Import Substitution
Measures]. See CHINA ECON. NEWS, Nov. 9, 1987, at 7-8.
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Regulations Governing Debt and Equity Ratios

Prior to 1987, neither the Equityo 3 nor Contractual Joint Venture
Law-M nor the Wholly Foreign-Owned Enterprise Lawo 5 provided any
regulatory requirement as to debt and equity ratios. During the past
eight years, debt and equity ratios have been ambiguously managed
by both Chinese and foreign participants when enterprises plan to
borrow money from the Bank of China or from international financial
institutions. The commonly used concept of debt financing has been
unfamiliar to many Chinese enterpreneurs and government officials.
To clarify debt and equity ratios, on March 1, 1987, the State Administration of Industry and Commerce promulgated the Provisional Regulations for Proportion of Registered Capital to Total Amount of Investment of Joint Ventures Using Chinese and Foreign Investment
(Provisional Regulations).1°
Like the 22 Articles, the Provisional Regulations are equally applicable to cooperative joint ventures and wholly foreign-owned enterprises. The regulations are also applicable to enterprises established
by enterpreneurs from Hong Kong, Macao and Taiwan. 107 The Provisional Regulations require the registered capital to be suitable to the
scale of production and operation and reemphasize that parties to
equity joint ventures must share profits and bear risks and losses in
proportion to registered capital.10s Under the Provisional Regulations,
debt and equity ratios must comply with the following schedule:
(1) where the total amount of investment is less than $3
million (including $3 million), the registered capital shall be
at 7:10 of the total amount of investment;
(2) where the total amount of investment is between $3 and
$10 million (including $10 million), the registered capital must
be at least one-half of the total amount of investment, but
where the total amount of investment is less than $4.2 million, the registered capital must be at least $2.1 million;
(3) where the total amount of investment is between $10 and
$30 million (including $30 million), the registered capital must

103.
104.
105.
106.
107.
108.

JVL, supra note 3.
1988 Contractual JVL, supra note 10.
Foreign-Owned Enterprises Law, supra note 14.
Provisional Regulations, supra note 56.
Id. arts. 6, 7.
Id. art. 2.
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be at least 2:5 of the total amount of investment, but where
the total amount of investment is less than $12.5 million,
the registered capital must be at least $5 million; and
(4) where the total amount of investment is more than $30
million, the registered capital must be at least 1:3 of the
total amount of investment, but where the total amount of
investment is less than $36 million, the registered capital
must be at least $12 million.1°9
When investment is increased, the debt and equity ratio fixed by
these Provisional Regulations must be strictly observed, although exceptions may be allowed under special circumstances. 110 However, the
Provisional Regulations do not address the nature of these special
circumstances. The regulations only require an approval from
MOFERT and the State Administration of Industry and Commerce."'
Exceptions may be made on a case-by-case basis by the competent
government authorities having considerable flexibility in granting exceptions."1 2 However, it seems that the Provisional Regulations prohibit any debt in an investment project with an investment of less
than $3 million because the Provisional Regulations do not provide
guidelines for debt and equity ratios of investment projects of less
than $3 million. If so, this may cause some difficulties for small foreign
investment projects needing funding to handle start-up costs. For
instance, small computer-related enterprises willing to explore investment opportunities may be prevented from doing so because of a cash
shortage. However, the Provisional Regulations are designed to prevent foreign investors from breaking into the Chinese market without
substantial capital and ensnaring the Bank of China and other Chinese
financial institutions by issuing guaranteed loans. Thus, the Provisional
Regulations help implement the Chinese government's policy of avoiding the debt crisis encountered by many developing countries.
D.

Balance of Foreign Exchange Receipts and Expenditures

One of the most important aspects of the establishment and operation of enterprises with foreign investment in China is the foreign
exchange problem. From the foreign investor's perspective, the feasibility of a potential direct investment project must be initially meas-

109.
110.
111.
112.

Id. art. 3.
Id. arts. 4, 5.
Provisional Regulations, supra note 56.
Id.
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ured by the availability of foreign exchange earnings. The reason for
this is that enterprises with foreign investments need sufficient foreign
exchange to operate the project, to import equipment and raw materials, and to pay foreign employees' salaries. Without a reliable guarantee of sufficient foreign exchange, enterprises with foreign investments
will not be able to repatriate their dividends and eventually their
original capital contribution.
The basic principle of the Chinese foreign exchange policy is centralized control since foreign exchange reserves are vital to China's
national economic and modernization programs. Pursuant to the Provisional Regulations on Foreign Exchange Control promulgated by
the State Council in December 1980, foreign exchange transactions of
Chinese economic organizations are subject to centralized control and
unified State management.113 Because of the shortage of foreign exchange, the second principle of the Chinese foreign exchange policy
is "self-balance." This principle can be found in several major foreign
economic laws affecting direct foreign investment in China. 114 These
laws require enterprises with foreign investments to achieve a balance
between their foreign exchange receipts and expenditures.115 To reach
that goal, enterprises with foreign investments must export all or
most of their products to generate sufficient foreign exchange. However, enterprises with foreign investments whose products were sold
primarily in the Chinese domestic market resulting in an imbalance
in foreign exchange may receive relief from either the local or national

government. 116
Since 1986, several regulations have been promulgated to resolve
the foreign exchange difficulties encountered by many foreign investors in China. These are the Regulations of the State Council on Joint
Venture's Balance of Foreign Exchange Revenue and Expenditure17
(Balance Regulations); the Measures for Substitution of Importation
with Products of Chinese-Foreign Equity and Contractual Joint Ventures"" (Import Substitution Measures); and the Measures for Foreign
Investment Enterprises Purchasing Domestic Products for Export to
Achieve a Balance of Foreign Exchange Receipts and Expenditures.119

113. Provisional Regulations on Foreign Exchange Control of the People's Republic of
China, arts. 3, 5 (promulgated Dec. 18, 1980 by the State Council).
114. See generally, supra note 56.
115. MOFERT Balance Measures, supra note 56; Implementation Regulations, supra note
7, art. 75; Foreign-Owned Enterprises Law, supra note 14, art. 18.
116. Id.
117. Balance Regulations, supra note 101.
118. Import Substitution Measures, supra note 102.
119. MOFERT Balance Measures, supra note 56. See generally, supra note 56.
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The Balancing Regulations and Import Substitution Measures are
applicable only to equity and contractual joint ventures, and not to
wholly foreign-owned enterprises. In contrast, MOFERT Measures
not only apply to equity and contractual joint ventures, but also wholly
foreign-owned enterprises. Together, these regulations provide a complete legal guideline under which enterprises with foreign investments
can flexibly apply their RMB income to achieve a balance between
foreign exchange receipts and expenditures.
Generally, foreign investment enterprises marketing their products
in China must be paid in RMB, not in foreign currency. Exceptions
to the general principle are available under recent foreign exchange
regulations. For instance, joint ventures can market their products
domestically for foreign exchange, upon approval of the State Administration of Exchange Control, to those enterprises which are able to
pay in foreign exchange. 120 Additionally, domestic sales may also be
paid in foreign currency when the products substitute imports, provided that such products would otherwise be imported or are urgently
needed on the domestic market. The conditions under which a product
may be regarded as an import substitute, 12 1 and the procedures for
application and approval of import substitution status are set forth in
the Import Substitution Measures.- 2 To obtain and maintain import
substitute status, the regulatory requirements must be satisfied.
Another alternative in balancing foreign exchange is to purchase
domestic products for export to make up the foreign exchange balance
according to the MOFERT Measures. The MOFERT Measures allow
enterprises with foreign investments to purchase domestic products
for RMB and then to export them for foreign currency to balance
their foreign exchange deficits. 1- This requires prior MOFERT approval, and excludes commodities under unified control as stipulated
by the State. MOFERT Measures also require enterprises with foreign
investments to demonstrate that they are experiencing imbalance
problems of foreign exchange and to apply annually for permission to
purchase domestic products. 2
MOFERT Measures do not alter the principle of encouraging enterprises with foreign investment to balance their foreign exchange accounts through the export of their own products. In fact, the aim of
MOFERT provisions is to solve the temporary difficulties of foreign

120.
121.
122.
123.
124.

Balance Regulations, supra note 101, art. 8.
Import Substitution Measures, supra note 102, art. 3.
Id. arts. 4, 5.
MOFERT's Export Measures, supra note 56, art. 1.
Id. art. 3.
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exchange imbalances by allowing these enterprises to purchase domestic products for export. Moreover, the privilege of purchasing domestic
products for export to balance foreign exchange deficiencies is only
granted for productive purposes and is limited to a fixed period of
time.- 2 MOFERT also imposes restrictions, including limiting the
quantity of domestic products purchased for export to the amount
required in any year to cover the foreign investor's profits shared or
to be remitted upon the winding up and liquidation of the enterprise. 126
In addition, domestic products purchased by foreign investment enterprises for export to solve foreign exchange imbalances must be shipped
abroad for distribution and sale and cannot be resold within China. 127
Finally, under the 22 Articles, enterprises with foreign investments
may mutually adjust their foreign exchange surpluses and deficits
among each other by swapping foreign exchange for RMB and vice
versa under the supervision of the foreign exchange control authorities.128 At present, foreign exchange adjustment centers have been
established by the State Administration of Exchange Control in a
number of major cities in China to serve as governiment-sanctioned
intermediaries to assist foreign investors in buying and selling foreign
exchange.
E.

Other Regulations

With a view to simplifying procedures for obtaining import and
export licenses and facilitating business for foreign investment enterprises, MOFERT also adopted the Implementation Measures Concerning the Application for Import and Export Licenses by Foreign Investment Enterprises.'-2 Other regulations including preferential terms on
taxation and providing loans to foreign investment enterprises have
also been issued.'- These regulations demonstrate the consistent attitude of the Chinese government toward the improvement of the
investment environment. The important issue is the actual implementation of these regulations. As one of the administrative measures, 15
service companies for foreign investment enterprises have been set
up in several major cities since the issuance of the 22 Articles.13 1 These

125.
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127.
128.
129.
130.
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131.

Id. art. 2.
Id. art. 4.
Id. art. 6.
22 Articles, supra note 28, art. 14.
Import-Export License Measures, supra note 56.
Preferential Terms Measures, supranote 56; Regulations of Bank of China on Providing
Enterprises with Foreign Investment, supra note 42.
22 Articles, supra note 28.
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companies focus their activities on three areas: supplying materials,
providing consulting services, and acting as purchase agents. These
companies are able to handle both domestic and imported goods.
Foreign investment enterprises enjoy the same treatment in pricing
as state-owned enterprises. Recent legislative and administrative
measures will undoubtedly improve the investment climate in China.
VII.

CONSLUSION

The Chinese government has made significant strides in improving
China's investment climate by establishing a comprehensive and
sophisticated legal system. Recent legislative and administrative measures continue to show the increasing responsiveness by the Chinese
government to the concerns of foreign investors and a willingness to
provide a more satisfactory investment climate and reliable legal
guarantees for foreign investments. To attract foreign investment, the
Chinese government has taken a pragmatic approach and has sought
to reconcile its economic doctrines with the demands of profit-oriented
foreign investors. The two most important trends have been granting
greater operational autonomy to foreign investment enterprises
through decentralization of the planned economy, and granting greater
freedom for foreign investment enterprises to adopt internationally
advanced managerial methods.
However, some difficulties still remain to be resolved. One of the
most intractable economic problems may be integrating foreign investment into China's national economic plan while simultaneously preserving the foreign investment enterprises' flexibility of economic decisionmaking. Foreign exchange balances are still a major problem for joint
ventures, such as Volkswagen, whose products are primarily sold in
China. Other problems include shortage of material supplies, power
shortages, and high costs for business operations. For foreign investors, however, the main attractions of investing in China are relatively
inexpensive labor and raw materials. China should make the best use
of these advantages to increase its competitiveness in the world market. Equally important, China should improve the managerial skills
of the Chinese personnel in foreign investment enterprises. Finally,
given China's lack of sufficient foreign exchange, it is essential to
direct foreign investment primarily toward export-oriented, technology-intensive and productive projects to earn the foreign exchange
needed to import Western high technology and advanced equipment
for economic modernization.
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